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Abstract 
The magnitude and complexity of portfolio management operations require that Romanian Financial Investment Companies 
are to implement and monitor an adequate internal control system over financial reporting. The assessment performed by a 
public accounting firm in connection with internal control over financial reporting process, provides a major impact upon 
the reliability of financial statements prepared by these entities and therefore can significantly influence investment 
decisions. The paper is focused on the relation between the effectiveness of internal controls and risk fraud, involving either 
misappropriation of financial assets or fraudulent reporting. We based our research on the assumption that an increase of 
ant 
weak points in the chain of internal controls related to financial assets, capable to increase risk fraud and implicitly to alter 
the reliability on financial reporting process. Projecting reasonable countermeasures designed to respond the assessed fraud 
risk factors is also a main preoccupation under author artwork.             
 
© 2012 Published by Elsevier Ltd. Selection and/or peer-review under responsibility of the Emerging 
Markets Queries in Finance and Business local organization. 
 
Keywords:internal control effectiveness, financial reporting process, Financial Investment Companies, SOX compliance, fraud  risk 
oriented audit approach. 
 
 
* Corresponding author. Tel.:+04-0727 868 528. 
E-mail address: ovidiu.spatacean@ea.upm.ro  
Available online at www.sciencedirect.com
© 2012 The Authors. Published by Elsevier Ltd.
Selection and peer review under responsibility of Emerging Markets Que ies in Finance and Business local organization.
Open access under CC BY-NC-ND license.
Open access under CC BY-NC-ND license.
231 Ioan-Ovidiu Spatacean /  Procedia Economics and Finance  3 ( 2012 )  230 – 235 
1. Literature Review and Problem Formulation 
For the purpose of this paper, we focused our research activities on determining and valuating the 
implications of ineffective internal control system as a source for amplifying the risk of material misstatement 
of the financial statements prepared by Romanian Financial Investment Companies, due to fraudulent financial 
reporting. Provided that the entities subject to testing are listed on a regulated capital market (Bucharest Stock 
Exchange), we assume that fraudulent financial reporting is far more important and has a greater impact upon 
financial statements than misappropriation of assets, taking into account the coordinates for the investment 
decision process. According to ISA 240 
Financial Statements  Application and Other Explanatory Material (par. A2-A4), fraudulent financial 
reporting involves intentional misstatements including omissions of amounts or disclosures in financial 
statements to deceive the users. 
as e and profitability. Schwieger and 
Rittenberg, 2005 concluded that the perpetrator of such fraudulent financial reporting seeks gain through the 
rise in stock price and the commensurate increase in personal wealth.                     
From the perspective of auditing financial investments, we acknowledge that there are several factors and 
relevant circumstances which may significantly increase the risk of fraudulent financial reporting. For instance, 
Whittington and Pany, 2008 admitted that the liquidity associated to securities may fuel the risk of 
misappropriation, as well as the complexity of accounting for financial instruments increases the risk that the 
investments are not valued appropriately. Moreover, the risk of fraud is also fuelled by some other relevant 
inherent risk factors, such are: the improper use of various valuation techniques for the purpose of hiding or 
delaying trading losses, the inadequate use of derivatives, or the lack of experience and insufficient knowledge 
regarding the requirements of financial reporting standards on behalf of the accounting personnel.  
Control environment sets the tone of an organization, influencing the control consciousness of its personnel. 
Some relevant factors directly connected to the possibility of fraudulent reporting refer to integrity and ethical 
authority and responsibility (Beasley et al., 2009). Understanding of these control environment factors is 
relevant to the audit of the investment cycle and allows the auditor to project and perform tests of controls and 
substantive tests in an effective manner, for the purpose of mitigating the fraud risk. Boynton and Johnson, 
2006 considered that the authority and responsibility for investing transactions should be assigned to a company 
officer. Nevertheless, provided that financial investment companies manage significant amounts related to 
acquisitions, holdings and disposals of financial assets, our opinion regards an investment committee rather 
than a single person. Anyway, we admit that such an investment committee should consist of persons, who (i) 
are of unquestioned integrity; (ii) possess the adequate knowledge and skills required for executing financial 
investment transactions; (iii) realize the importance of observing all prescribed control procedures; and (iv) can 
assist other participating members of management in making initial and ongoing assessments of risks associated 
with individual investments.         
Messier et al., 2008 financial investments varies 
depending on the size of the investment and the amount of investment activity. For an entity that has a large 
investment portfolio, such as a Financial Investment Company, the auditor is likely to follow a reliance strategy 
in which internal control is formally evaluated and tests of controls are performed in order to set control risk 
below the maximum. This assertion is consistent with the assumption that internal controls for Financial 
Investment Companies are projected, monitored and assessed in compliance with specific NSC regulations (e.g. 
Regulation no. 15/2004). Nevertheless, such a reliance strategy requires effective internal controls in 
conjunction with a proper authorization of transactions, a proper record keeping and segregation of duties and 
an independent registrar and stock transfer agent (Arens et al., 2008). Whenever a reliance strategy may not be 
projected and performed, the auditor is recommended to fundament a substantive strategy which involves a 
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maximum level of control risk and extended audit procedures for obtaining audit evidence related to account 
balances and classes of transactions. Generally, effective internal controls reduce, but do not eliminate, risk of 
material misstatement while tests of controls reduce, but do not eliminate the need for substantive procedures 
(paragraph .09 of AU section 318, Performing Audit Procedures in Response to Assessed Risks and Evaluating 
the Audit Evidence Obtained). Ricchiute, 2006 emphasized the relevant relations between internal control 
objectives, types of fraud and audit procedures related to financial investments, as described in Table 1.  
Table 1. Objectives, Potential Frauds and Control Procedures Related to Investments 
Control Objectives Types of Fraud Audit Procedures  
Transaction Authorization and 
Execution 
Investments could be made in violation of 
regulations or company policies 
Unauthorized adjustments resulting in 
misstated accounts 
Review policies for selecting and approving 
investment transactions 
Require specific authorization for significant 
adjustments 
Recording Detailed or subsidiary records may be 
inaccurate, resulting in misstated account 
balances or class of transactions  
Review processing and recording procedures 
Review board minutes regularly for directives 
related to transactions.  
Access to Assets Securities may be lost, stolen or diverted, 
resulting in reporting of inaccurate carrying 
values and misstated accounts   
Fraudulent behavior could be used to sell 
securities and divert the cash proceeds 
Analyze physical barriers over investment 
securities and place them with independent parties 
Review the segregation between investment 
approval, accounting and custody of security 
 
Based on the assumption that Financial Investment Companies engage on a current basis in a highly 
significant number of complex investment activities, an adequate segregation of duties must be implemented 
and monitored.  
Messier et al., 2008 motivated the necessity of key segregation of duties for institutional investors, and 
pointed out some examples of possible errors or fraud that can result from conflict of duties, as presented in 
Table 2.Whittington and Pany, 2008 also emphasized the importance of separation of duties between three 
distinctive parties: the executive in charge to authorize the purchase and sell transactions of securities and 
derivative instruments (the Investment Committee), the custodian of the securities (the investment firm or a 
depositary), and the person maintaining the records of investments (the accounting officer).  
Nevertheless, Louwers et al., 2007 admitted that it is difficult to have a strict segregation of functional 
responsibilities when the principal officers authorize, execute, and control investment activities. Because of this 
control problem, entities like investment companies should implement a system of compensating control 
procedures that require the involvement of two or more persons in each area of important functional 
responsibility.  
Under this assumption, the compensating control can exist in the form of periodic reports to the board of 
directors, oversight by the investment committee of the board, and internal audit involvement in making a 
periodic reconciliation of securities in portfolio with the amounts and descriptions recorded in the accounts.  
Anyway, for the Financial Investment Companies segregation of the functions concerning custody and 
recordkeeping is obtained by the use of specific services provided either by the investment firms (brokers) or 
the depositary (independent transfer agent). Provided that, these entities have no direct contact with the 
accounting personnel responsible for recording securities and derivatives, the possibilities of concealing fraud 
through manipulation of the investment accounts are significantly diminished.              
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Table 2. Key Segregation of Duties for Investments and Possible Fraud Risk 
Segregation of Duties Possible Fraud Resulting from Conflicts of Duties  
The initiation function should be segregated 
from the final approval function 
If one individual is responsible for both the initiating and approving of 
securities transactions, fictitious transactions can be made or securities 
can be stolen. 
The valuation-monitoring function should be 
segregated from the acquisition function 
If one individual is responsible for both acquiring and monitoring the 
valuation of securities, securities values can be improperly recorded or 
not reported to the management.  
Responsibility for maintaining the securities 
ledger should be separate from that of making 
entries in the general ledger 
If one individual is responsible for both the securities ledger and the 
general ledger entries, that individual can conceal any defalcation that 
would normally be detected by reconciliation of subsidiary records with 
general ledger control accounts. 
Responsibility for custody of the securities 
should be separate from the accounting for the 
securities 
If one individual has access both to securities and to the supporting 
accounting record, a theft of the securities can be concealed. 
 
According to Tickner, 2010 one of the main difficulties in assessing fraud risk factors is that the actual level 
of fraud at any point in time will always be an unknown variable. One relevant methodology that may be used 
to estimate the magnitude of fraud with any degree of potential accuracy is to identify and understand the points 
where all the weaknesses lie within the business controls of the organization and where things have gone wrong 
before and frauds have come to light. In performing risk assessment procedures, information may come to the 
tifying risks of material misstatement due to fraud. Soltani, 
2007 outlined some relevant audit procedures to address these risks: (i) inquiries of management, and those in 
charge with governance (audit committee) to obtain their views about the risks of fraud and how they are 
addressed; (ii) valuations on the issues whether one or more fraud risk factors are present (e.g. need to meet 
expectations of third parties to obtain or maintain financing, granting of significant bonuses if unrealistic profit 
targets are met, or an ineffective internal control environment); (iii) assessments of results provided by 
analytical procedures performed in planning the audit mission in connection with unexpected relationships and 
unusual transactions or events, and amounts, ratios and trends; (iv) discussions among the audit engagement 
team members (e.g. acceptance and continuance of clients, review of interim financial statements, other relevant 
inherent risks).   
2. Research Methodology and Results 
For the purpose of identifying and assessing the risk factors related to fraudulent financial reporting in order 
to establish the effectiveness of internal control over financial reporting in investment activities carried out by 
the Financial Investment Companies, we based our research on processing information obtained by using a 
questionnaire adapted from AICPA Audit and Accounting Guide related to Investment Companies. We 
completed our research by analyzing public information available in 2011 annual financial statements; 2011 
annual reports issued by the Board of Directors; 2011 audit reports and corporate governance statements 
 Previous research carried out by author concluded that some internal 
controls over financial reporting do not support reliance using control tests using attribute sampling technique 
(Spatacean, 2012)
keeping of proceeds related to investments. Based on this assumption we decided to extend our research for the 
purpose of establishing a correlation between internal control weaknesses and the possibility of fraudulent 
reporting occurrence.   
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On a quantitative approach basis, we adopted a ranking system in order to measure the magnitude of 
fraudulent operations, as it follows: very low (1 point), low (2 points), medium (3 points), high (4 points) and 
very high (5points). The scoring was allocated to each Financial Investment Company and to each area of 
investigation, by using professional judgment and skepticism. The research results are delivered in Table 3.  
Table 3. Examining Significant Fraud Risk Factors for Financial Investment Companies  










Significant investments for which readily available market quotes 
are not available  
3 1 3 3 2 
Significant amounts of investments, including derivatives are 
valued by management, either judgmentally or through valuation 
models, using complex estimates or inadequate procedures 
2 1 2 2 1 
valuation policies and procedures or lack of oversight over those 
policies and procedures 
1 2 2 1 2 
Lack of evidence for fair valuation decisions made or lack of 
consistency in application of valuation procedures 
1 1 1 1 1 









Ability of management to unilaterally override internal control 
system, particularly security valuations 
1 1 1 1 1 
Inadequate segregation of duties between operating and 
compliance monitoring functions 
2 2 2 1 2 
Inadequate controls around the calculation of the net asset value or 
failure to comply with policy 
1 1 1 1 1 
Reconciliation of security holdings with the custodian that is 
infrequent and incomplete 
2 1 2 2 2 
regulations and deficiencies found by NSC external controls 
1 1 2 1 1 











Lack of Board M portfolio 
management intends to implement investment restrictions or use 
of derivatives in specific strategies 
1 2 1 2 2 
Investment performance substantially higher or lower when 
compared to industry peers or other relevant benchmarks 
2 1 2 1 1 
Commitment to preserve a certain income or to achieve a targeted 
level of assets 
1 1 1 2 2 
Unusually high levels of investment purchases and sales in 
relation to total net assets, without apparent economic purpose 
1 1 1 1 2 
Increases or decreases in the value of investments valued shortly 
after their acquisition without adequate explanation of 
circumstances  
1 1 1 1 1 
value of fund assets or performance 
1 1 1 3 1 
 Subtotal 3 7 7 7 10 9 
 Total effective scoring 21 18 23 23 22 
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 Total questionnaire scoring 75 75 75 75 75 
 Fraud risk factor magnitude 28% 24% 31% 31% 29% 
 
Based on the results, we are able to assess a low level of fraud risk (29% average) associated to three major 
coordinates regarding current investment activities performed by Financial Investment Companies, meaning 
investment valuation, internal controls and asset management. Under this assumption, we were able to 
conclude that the failures of internal controls detected in previuos research work were rather caused by errors 
than fraudulent operations. Data analysis helped projecting some relevant findings: (i) investment valuation is a 
sesitive area, due to a significant percentage of unlisted holdings; (ii) combining Chair of the Board with 
General Manager function can reflect improper segregation of duties; (iii) external asset management function 
erformance.  
3. Conclusions 
For Financial Investment Companies, fraudulent financial reporting may be accomplished by some illegal 
acts, such as: manipulation of accounting records or supporting documentation, misrepresentation of events, 
transactions or other significant information and intentional misapplication of accounting principles. Such 
auditors should consider with proper attention the valuation of fraud risk factors. Our research results support 
the conclusion that the more effective internal control over financial is, the lower magnitude of fraudulent 
financial reporting can be settled. As a result, we pledge for the implementation of SOX requirements for the 
reporting effectiveness, as well as for a distinctive audit reporting that attests such statements.   
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